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EDITORIAL DEPARTMENT NOTE 


Much has appeared in the N.A.C.A. Bulletin and elsewhere on the appli- 
cation of incentive methods for the determination of wages and sales com- 
pensation, but little is available with respect to incentive compensation 
plans for other employees. The first article in this issue of the Bulletin 
will help to offset this deficiency. It is a case study dealing with the 
application of an incentive plan to all of the employees of a trading busi- 
ness, but the principles and methods described would seem to be applicable 
in many other fields. 

The author of this article is Deny J. Pratt, Resident Manager of Ernst 
& Ernst in Birmingham. Mr, Pratt is a native of Georgia and received his 
college education at the Georgia School of Technology, in Atlanta. He 
began his business career with the Bank of Richmond, Richmond, Va., 
but later joined the Mine and Mill Supply. Co. of Lakeland, Fla., as 
Secretary and Treasurer. For several years he was Assistant Manager 
of the mill supply of the Grinnell Co., in Atlaata. He entered the public 
accounting field in 1921, when he joined Ernst & Ernst in Atlanta. Four 
years later Mr. Pratt became Manager of his firm’s Tampa office, and 
in 1929 established their Birmingham office. Mr. Pratt has been active 
in the management of the Birmingham Chapter of N. A. C. A. and in 
1938-39 served as President of the Chapter. He is at present a mem- 
ber of the National Board. 

Our second article deals with an industry which is of interest to all 
of us, and one having some rather difficult problems of cost allocation. 
The accountant is often called upon to amortize a sum total of costs over 
a period of time when the income resulting from that cost is being received. 
The longer the period during which the income is received, the more 
difficult the problem of cost allocation. It is felt that the practices de- 
veloped in the motion picture industry will be interesting and helpful in 
problems of this sort. 

The author of this article is Harry M. Iverson, who upon graduation 
from the College of Business Aminictretion of Syracuse University 
in 1928, entered public accounting with F. W. Lafrentz & Co. of New 
York City. For a skort time following 1935 he served as Head of the 
Methods Section of the Emergency Revenue Division of the City of New 
York, later returning to public accounting practice with Arthur Ander- 
sen & Co., with whom he is now aaeeel Mr. Iverson is a member of 
the Brooklyn Chapter. 


Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the views expressed, 
but is endeavoring to provide for its members material which will be help- 
ful and stimulating. Constructive comments are welcome and will be pub- 
lished in the Forum Section of the Bulletin. 
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INCENTIVE PLAN FOR A TRADING BUSINESS 


By Henry J. Pratt, Resident Manager, 
Ernst & Ernst, Birmingham, Ala. 


UMEROUS plans of wage incentive for the production 
worker have been devised and satisfactorily operated. Sales- 

men have long been compensated on the basis of a percentage of 
sales or gross profit due to their endeavors, usually with some 
added bonus for the sale of slow moving merchandise or for 
excess sales over a prescribed quota. Officers, executives and 
key men in an organization should and do generally receive 
bonuses based upon the net profits of the entire business. 

However, there seems to be a dearth of workable plans for 
placing a trading or non-manufacturing business on an incentive 
basis so that a proper bonus may be received by the clerical, 
accounting and other worker who may not be directly responsible 
for the business received and who may not often deal with the 
public, but whose faithful service and constant attention to details 
may quite frequently spell the difference between a profit or a loss 
for the business at the end of the year. The trouble may be 
that such faithful workers are too close to the management and 
are generally taken as a matter of course, but the hope is that 
the true difficulty is probably that no satisfactory basis or “yard- 
stick” has been found by management by which to compute such 
employees’ incentives. 
Objectives 

In considering the subject of plans for employees’ incentives 
or bonuses, it would be well to first consider just what are the 
objectives of an incentive system. It might be said that the first 
object of a proper system of incentives is to properly compensate 
the worker according to his accomplishments, and the second, 
to produce a greater profit for the employer by increasing such 
worker's efficiency. In other words, to have a really permanently 
successful incentive system there must be something of a partner- 
ship relation between the employee and the company. Co-opera- 
tion being the basic object of the plan, it stands to reason that 
the greater the percentage of employees who are permitted 
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to earn a bonus, the greater the benefits which accrue to manage- 
ment, not only in increased profits but also in a more satisfied and 
“pepped up” organization. 

With the idea that the reader may obtain some useful thoughts 
from the experience recently obtained from such a study, there 
follows a description of an incentive plan applicable to a non- 
manufacturing business of medium size, engaged in both the 
wholesale and retail business and operating six major merchandise 
departments covering rather diversified lines. This study dis- 
closed that the gross profits on sales varied greatly, not only 
according to the various lines of merchandise, but also on sales of 
the same line due to the various types of customers served, which 
ranged from retail customers and country merchants to large 
industrial and mining concerns. 

The Company has a modern and smooth-working system of 
accounting. The cost of each sale is carefully determined and 
sales are segregated by traveling and retail salesmen and by 
house sales, showing separately the amount of the sales and cost 
for each of the six departments. This allows the gross profit 
produced by each salesman and for each department to be accu- 
rately determined and reliable inventory records to be maintained 
by departments. Quota sheets are set up quarterly for each 
salesman and combined to show the expected quarterly sales 
and gross profits for each of the six departments. 


Coverage 


In designing the incentive plan, this problem was approached 
with a view of making use of the very complete system of quotas 
and budgets which had been successfully used by the company 
for a number of years. At the same time, the instructions of 
the management were constantly borne in mind that the plan 
must be of mutual benefit to both the Company and its em- 
ployees. 

For the purpose of giving all employees as equitable an oppor- 
tunity as possible to benefit from the additional endeavors that 
they put forth for the advancement of the Company’s earn- 
ings, methods of compensation were separately devised for travel- 
ing salesmen on an individual basis, and in groups for retail 
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salesmen and other employees who serve certain definite sales 
departments, for all general employees, exclusive of officers, 
whose relations are with the business as a whole, and for officers 
of the company, which includes heads of certain major depart- 
ments whose services extend to the general operations of the 
business. 


Computing Profits Available for Bonus 


This plan is based upon the premise that, before any additional 
compensation is paid to the employees, each person who is con- 
nected with the Company as a full time employee or officer, shall 
receive, as a minimum compensation, his “base salary,” which 
is the amount that he is presently drawing or whatever amount 
may be later determined as fair, based upon business conditions 
and other factors; and that the Company shall earn net profits 
(after providing ‘for all expenses including a provision for income 
taxes) of not less than 5 per cent on the combined capital 
and surplus of the Company at the beginning of the current year. 

In other words, the plan does not produce any bonus to the 
employees of the Company, except to traveling salesmen (as 
later explained), until each employee and officer has received 
his basic salary or wage and the Company has earned a return of 
5 per cent on the capital employed in the business. 

After this basic net profit has been earned, all excess earnings 
are to be distributed on a 50-50 basis; that is, one-half is set aside 
for distribution as a bonus to employees and the other half to 
increase the return on the capital invested. 

To overcome the objection that was introduced that, with 
the incentives “geared to” the net profits of the business, a dis- 
charged or otherwise disgruntled employee might question the 
propriety of the methods of accounting by which the net profits 
were determined, it was suggested that, before an employee be 
permitted to participate in the bonus, he should be required 
to execute an agreement acknowledging that the Company shall 
be under no obligation to him in the matter of compensation for 
his services beyond the payment of his base salary and that in 
connection with the determination of any bonus or incentive pay- 
ments the decisions of the board of directors of the Company 
shall be accepted without question. 
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The Flat or Token Bonus Provision 


For the purpose of encouraging the co-operative spirit among 
all the employees of the Company, whether their respective de- 
partments earn a bonus or not, the plan provides that before 
the excess earnings have been determined by the business as a 
whole, there is next paid a “flat bonus” of $2 per employee per 
month regardless of the amount of basic salary drawn by the 
employee. For example, with bonuses paid on a quarterly basis, 
which is considered the most practical bonus period for this 
business, and with the number of the employees at 200, an amount 
of $2 times 3 (months), times 200 (people), or $1,200, would 
be distributed first before any other bonus was paid. 

While this may be considered as only a “token bonus” for the 
employees in the medium and higher salary brackets, it does 
provide each employee with the equivalent of tickets to the movies 
or the ball game, and to the wage earner or low salary employee 
it may be quite helpful. In any case, the “flat bonus” does have 
a fine phychological effect on the entire organization and tends 
to make everyone “bonus minded.” 

After the flat bonus has been provided for, which in most 
instances can be readily determined immediately after the close 
of the quarter, the general methods of compensation incentives 
or bonuses described below are applied to the four types of persons 
employed by the Company, i. e.: (1) traveling salesmen, (2) 
direct employees who serve certain definite sales departments, 
(3) indirect employees, exclusive of officers, whose services are 
for the business in general, such as accounting, credit, general 
clerical, packing, shipping, delivery, etc., and (4) officers and 
other general executives. 


Bonus for Traveling Salesmen 


In determining upon the basis of an incentive for the travel- 
ing salesmen, a review was made of the very complete records 
that the Company maintains of the accomplishment of each 
salesman, which are expressed in sales and in gross profits accord- 
ing to the various merchandise departments. It was found that 
there was a considerable variance in volume of sales and gross 
profits between the salesmen in proportion to the amount of 
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“basic salary” paid to each. For example, for the year just closed, 
the records indicate that traveling salesmen have produced sales 
and gross profits times their respective “basic salaries” as follows: 


Times Basic Salary 


Salesmen Symbol Gross Profit Sales 
8.1 times 42.6 times 
5.2 times 25.1 times 
3.8 times 22.0 times 


Upon investigation, it was developed that this wide range of 
variation in the “yield” from the traveling salesmen was due 
chiefly to the fact that some salesmen have far better range of 
established customers than others. For example, Salesman F may 
have as his customers a small number of large industrial con- 
cerns from which he receives a large volume of business with- 
out requiring him to do extensive traveling, while the customers 
of Salesman D may consist of small industries, retail merchants, 
etc., located in numerous small towns and rural sections, requir- 
ing the salesman to cover a large territory. 


Owing to the foregoing conditions which could not be stand- 
ardized among salesmen, it would not be equitable to pay bonuses 
based upon a percentage of sales or even of gross profits. There- 
fore, it seemed logical to take into consideration the element of the 
basic salary paid to each salesman. 


Calculation of Salesmen’s Bonus 


To do this, each salesman’s “clientele” was carefully con- 
sidered as to the volume of business obtained and obtainable, 
the percentage of gross profit realized and the accessibility of the 
customer. From this compilation as equitable a basis as possible 
was established so that the aggregate volume of sales and gross 
profits, added to other income of the Company, would produce 
sufficient gross income to result in the payment of all basic salaries 
for all employees, plus the “basic net profit” already discussed, 
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together with twice the amount of the flat bonus. The bonuses 
to the traveling salesmen were then to be computed upon the 
excess gross profit that each produces over and above this “basic 
gross profit” figure, which has been separately set for each sales- 
man. 

For example, assume that the figures shown in the foregoing 
statement were found to produce the required gross profit neces- 
sary to pay all expenses including the basic salaries, the basic 
net profit of 5 per cent of the invested capital and twice the 
amount of the flat bonus, and that the traveling salesmen’s bonuses 
were set at 10 per cent of the increase in the salesmen’s gross 
profits. If Salesman D produces an increase in gross profits on 
sales of twice his salary (6.3 over the base of 4.3), then he would 
receive a bonus of one-tenth of twice his salary or two-tenths of 
his salary. As bonuses are paid on a quarterly basis and as his 
salary is $150 per month or $450 per quarter, he would receive 
a bonus of $90 for the quarter. 


Application of Plan 


It will be seen from the foregoing that, with the exception of 
the flat bonus in which the salesman participates, there is no 
group plan applied to the traveling salesmen, but each salesman’s 
bonus is contingent on his own endeavors. However, it might be 
stated here that it is the policy of the Company to give each sales- 
man credit for the business received from his established customers 
whether the salesman takes the order personally or whether it 
comes in direct. This prevents competition between salesmen 
for the same customer’s business and enables the management to 
distribute the business between salesmen on a more equitable basis 
by switching customers from one salesman to another. 

Also it will be noticed that each traveling salesman works on 
an individual bonus plan which uses as a yardstick the standard 
set for each particular salesman based upon the ratio of his gross 
profits on sales as compared with his salary. In other words, 
while an experienced, established salesman with a fine line of 
customers may receive a much higher basic salary than a younger 
or more inexperienced salesman who is just building up his 
“clientele”, more is expected of the older man and he has to do 
more to earn a bonus than the younger salesman. 
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It was not considered feasible to put the traveling salesman 
on a group basis as they are permitted to sell from any of the 
merchandise departments, and, if on a group plan, they would 
naturally favor the department making the highest bonuses. 


Bonus Plan for Other Employees 


Direct and indirect employees earn their bonuses according 
to the following plan: Quota sheets are set up for each of the 
six merchandise departments at the beginning of each quarter. 
The quota of sales for each department is set so that sufficient 
gross profits should result to cover the “non-participating” ex- 
penses, the “participating” expenses and the “capital overhead,” 
which terms will be later explained. Therefore, the total of the 
quota sales for the six departments is calculated to produce suffi- 
cient gross pre“it to pay all basic salaries and other expenses and 
produce a 5 per cent per annum return on the capital and surplus 
of the Company at the beginning of the year. Bonuses then begin 
with the excess earnings over the amounts shown by the quota 
sheets. 

At the end of the quarter, a “departmental bonus statement” 
is made up for each of the six merchandising departments, an 
illustration of which follows : 


DEPARTMENTAL Bonus STATEMENT 
DEPARTMENT “U” 
Quarter ended March 31, 1940 


Gross profit on sales 


Expenses 
Non-participating : 
Salesmen—compensation .............. $1 


Participating : 


6,000 


Income - 
,300 
200 $ 3,400 
Salaries—direct $3,000 ; 
$8,600 
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Capital Overhead 


Stipulated by board of directors................... $ 5,600 

Less proportion of deficiency of other departments.......... 7 


Excess of earnings available for distribution : 


As additional return on capital................ 1,050 $ 2,100 
Bonus Distribution Salaries PerCent Amount 

Participating : 

2,000 33% 350 
1,000 17% 175 
$6,000 100% $ 1,050 
Per cent of base salaries.... 100.00% 


Calculation of Bonus Amount and Rates 


All items on the six departmental bonus sheets are actual in- 
come and expense accounts for the quarter with the exception of 
the capital overhead, the flat bonus equivalent and the additional 
return on capital. The amount stipulated by the board of directors 
contains financial expenses less other income, exclusive of any 
salaries, and 5 per cent per annum return on capital invested 
at the beginning of the year. This amount was set by the board 
at the beginning of the year and remains the same for the entire 
year unless changed by subsequent action of the board. 

Non-participating expenses do not receive any allocation of 
the bonus earned and are charged to the various departments 
in proportion to the gross profits on sales. From the excess earned 
by each department is deducted a proportionate part of any defi- 
ciency which may result from some of the other departments. 
The remainder is then distributed as shown, one-half going to the 
participating employees and officers and one-half being set aside 
for additional return on capital. 

To illustrate the distribution of the departmental bonus, assume 
that the six merchandise departments had earned a. combined 
departmental bonus of $3,000. The first step would be to allocate 
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this bonus to the several profitable departments in the following 
manner : 


Sales Excess Deficiency Available for Departmental yy 
Department Allocation Bonus Per Cent 


U $2,800 $ 700 $2,100 $1,050 17.5% 
V 3,600 900 2,700 1350 19.2% 
Ww 1;200 300 900 450 9.0% 
x 400 100 300 150 3.7% 
Y -0- 0- 0- -0- 
2,000(X) -0- -0- 0- 0- 


Torats .. $6,000 $2,000 $6,000 $3,000 


From the foregoing, it will be seen that the Company as a 
whole must have excess earnings over the amounts required by 
the quota sheets and the flat bonus before there is any amount 
to be distributed as a departmental bonus. 

An employee, receiving his basic salary from one sales depart- 
ment, which would put him in the participating classication of 
“salaries—direct” would receive a bonus based upon the partici- 
pating per cent of the sales department to which he belonged 
applied to his basic salary. For example, employee “A” earns 
$125 per mouth or $375 per quarter and is employed in sales 
department ‘‘U” ; he therefore receives as a bonus 17% per cent of 
$375 or $65.63. Employees in the service departments, such as 
the accounting and shipping departments, and officers whose total 
basic salaries have been allocated to the sales departments as 
“salaries—indirect,” receive their proportion of the total bonus 
allocated to their classification by the several profitable merchandise 
departments in proportion to their basic salaries. 

There is no doubt that the foregoing plan will have to be revised 
and changed in a number of ways before the ideal plan has been 
evolved, but it is felt that some headway has been made in this 
study and that the principal idea of getting the co-operation of 
the employees will be accomplished. 


Conclusion 


There are many problems involved in setting up any incentive 
plan. It requires extensive study for a manufacturing business 
or for a sales organization where there are definite means of 
measuring the endeavor which is put forth by the employee. The 
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problems are even more involved with a non-manufacturing or 
trading business and for workers whose endeavors can not be 
so clearly measured. However, the idea of incentives for all 
employees is a most fascinating subject and if handled with good 
common sense is one of the most effective means for successful 
business operations. 

It is hoped that the ideas contained in this article may be of 
some help in the stimulation of thought along the lines of incen- 
tives for the non-manufacturing business, and particularly for 
the class of workers from whom a large per cent of our own 
members have sprung. 


ACCOUNTING FOR THE DISTRIBUTION OF 
MOTION PICTURE PRODUCTIONS 


By Harry M. Iverson, Staff, 
Arthur Andersen & Co., New York, N. Y. 


_ distribution of motion picture productions begins on com- 

pletion of plans for a given year’s program by the management 
of the motion picture company. The planning and completion of 
a program is the result of the co-operative efforts of the sales, 
production and financial divisions of the organization, co-ordinated 
by the company’s chief executive. It is the function of the chief 
financial officer to provide funds in accordance with the plan 
agreed upon, and the responsibility of the production department 
to deliver the completed negatives (“composite” of the camera 
film and sound track) in sufficient time to permit the preparation 
of positive prints for exhibition purposes prior to the release 
dates announced to the trade. 


The Sales Department Function 


The distribution of the production is the function of the com- 
pany’s sales department. This includes the negotiation of sales 
contracts immediately after announcing the program; the super- 
vision of advance publicity, all advertising, art work, the prepara- 
tion of trailers (films of several direct “shots” with silent or 
sound description of the picture, for use by exhibitors in announc- 
ing coming attractions), the sale and distribution of accessories 
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(posters, lobby photos, etc.), and most important of all, the handl- 
ing of prints. It is important that the picture be released to ex- 
hibitors in the order of the latter’s importance as to size of 
theatre, location and ability to pay top rentals. In other words, 
the so-called “first run” houses in each territory must receive 
the pictures first. Also, at times, an unusually large number of 
prints must be made available for circuit bookings in the larger 
cities. Therefore, an economical distribution of prints requires 
that this activity be directed by the sales executive. 

Accounting for the distribution of the motion picture produc- 
tion is the function of the chief accounting officer of the com- 
pany, usually the controller. This includes responsibility for 
accounting procedures and forms, internal control and auditing, 
and the preparation of financial statements that fairly reflect the 
company’s condition and the results of its operations. His major 
problem is accounting for the material being distributed, namely 
negatives and prints of completed productions and related adver- 
tising accessories. 

The inventory is without question the most important factor 
in preparing either the balance sheet or the profit and loss state- 
ment of the motion picture company. Determination of proper 
charges to the inventory, classification in the balance sheet, amorti- 
zation of completed productions, allocation of costs to foreign 
operations, and treatment of advances to outside producers, 
present many interesting and difficult problems. The motion 
picture industry thas not developed a standard or uniform treat- 
ment for these important accounting problems. Accordingly, the 
principles and methods referred to in the following paragraphs do 
not represent the consensus of opinion or practice of the entire 
industry, but rather the accounting practices of several large 
and small companies which have a certain degree of uniformity. 


Proper Charges to Inventory 


Direct costs of specific pictures and overhead of the production 
subsidiary or division of the company represent proper charges 
to the cost of the production. This should not include adminis- 
trative salaries or expenses other than those of the executives 
in charge of production. 

Overhead incurred during a season (generally twelve months 
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ended August 31) is usually apportioned to pictures produced 
during this period on the basis of the direct costs of the produc- 
tions. As the program nears completion it is important that con- 
sideration be given to any adjustment which may be required in 
order that overhead applicable to the current program will be 
fully and properly absorbed. An abnormal balance in the un- 
absorbed overhead account may require a revision of the costs 
of the pictures already completed, depending on the size of the 
adjustment and the accounting policy of the company. It is im- 
portant (1) that the company policy be consistent from year to 
year, and (2) that ordinarily the percentage of overhead charged 
to all pictures during a given season be substantially uniform. 

Royalties for the use of sound equipment which are usually 
incurred on the basis of the running time of the film and the 
cost of the production, are considered an additional direct cost 
of the negative. Other proper charges to the negative cost include 
transportation and insurance on the laboratory where positive 
prints are made and the cost of the first screening. The cost of 
censorship is considered an expense of distribution and is so 
treated by most companies. 


Advertising Costs and Accessories 


Positive prints, advertising accessories and direct advertising 
are the principal items of expenditure in connection with each 
film in addition to the negative cost. These are incurred, in the 
main, shortly after the completion of the picture. Direct adver- 
tising costs, however, are not classified as part of the inventory, 
but are charged to prepaid advertising and subsequently written 
off to selling expense on the same basis that costs of the produc- 
tion are amortized. 

The cost of advertising accessories and direct advertising costs 
are represented by the direct expenditures in connection with 
these items. It would appear proper to classify a portion of the 
expense of the advertising department as overhead but it is gener- 
ally difficult to make a practical allocation. For this reason and 
since, for general accounting purposes, the amount of advertising 
department overhead applicable to inventory is relatively unim- 
portant, in many instances, none is charged to the cost of 
advertising accessories or direct advertising. Here again the 
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consistent policy of the company should govern. It is important, 
however, that profit and loss reports on advertising accessories 
disclose to the management the omission of advertising overhead. 
The matter should also be given careful consideration when pic- 
tures from outside producers are being distributed under contracts 
which provide for charging the producer with the cost of direct 
advertising. Contracts with outside producers generally do not 
require an accounting for profits or losses from the sale of 
advertising accessories. 


Classification in the Balance Sheet 


While it is the practice of the motion picture industry to include 
inventories in “current and working assets,” they are not entirely 
current in the sense that they are fully realizable within one year. 
This is particularly true in the case of major companies. Stories 
are usually purchased prior to the announcement of a year’s 
program, pictures may be in production for a long period of time, 
and they may be carried on the books for at least a year after 
release. A noteworthy example of this condition is the recent 
production of Gone With The Wind. On the other hand, the 
acquisition of important stories a long time in advance of pro- 
duction is the exception rather than the rule in the case of small 
independent companies, as low budgets necessitate a relatively 
short period of time for the production of their pictures. They 
are known in the trade as “quickies.” However the small com- 
panies require a_much longer time for the distribution of com- 
pléted productions, since they do not have the distribution facilities 
available to major companies, such as company owned film 
exchanges and theatre chains in the United States, and wholly 
owned distribution subsidiaries in foreign countries. 


Miscellaneous Revenue 


The principle revenue of the motion picture company is that 
derived from the rental of regular gauge (35 millimeter) film 
for exhibition in motion picture theatres throughout the world. 

Before discussing film revenue, it might be well to dispose of 
certain other revenue which in some cases represent a substantial 
part of the company’s income. These include revenue from the 
distribution of trailers, non-theatrical film (eight and sixteen milli- 
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meter gauge for free-admission exhibitions), sale of press books 
and other advertising accessories, foreign prints and music rights. 
Trailers, certain advertising accessories and non-theatrical film 
are distributed by the motion picture company, or the company 
may license others specializing in these products to distribute them 
direct to the exhibitors for a fixed amount or a percentage of 
income. 

A press book is a book of illustrations of all forms of publicity 
and exploitation available for a particular picture. It includes 
a synopsis of the story for news releases, illustrations of lobby 
photos, posters, displays, pictures of the cast, and exploitation 
ideas. While it is a distribution expense of the exchange, since 
it is supplied gratis to the exhibitors, the motion picture company 
obtains revenue from the sale of press books to exchanges. There 
are other minor revenues which are relatively unimportant. 


Film Rentals 


Film rentals are recorded as billed to exhibitors. Where pic- 
tures are distributed by independent exchanges the company’s 
share of the rentals of the exchanges is recorded from reports 
received. 

Income from percentage engagements is usually computed and 
accrued by major companies at the dates of their financial state- 
ments from box office reports. In the case of the smaller com- 
panies, in which most of the exhibition contracts are for a fixed 
amount, the amount of accrued rentals from percentage engage- 
ments is relatively small and generally does not warrant the work 
involved in the computation. 

Advance rentals are treated as deferred revenue until the 
exhibitors’ play dates. Determination of the amounts of advance 
rentals requires careful control because, in addition to advance 
payments, billings are often made several days in advance of the 
play dates. 


Foreign Film Rentals 


The accounting for foreign film rentals depends on the method 
of distribution. Many companies maintain wholly owned sub- 
sidiaries in foreign countries whereas others distribute through 
independent agents. If foreign subsidiaries are maintained, the 
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main problem is the delay in receipt of reports. Some companies 
solve this problem by including operations of certain foreign 
countries only up to the close of a prior period. When the film 
is sold to or distributed by a foreign agent it is important that 
(1) a consistent method of accounting be followed for the foreign 
film rentals, (2) a fair portion of the cost of picture be charged 
to profit and loss at the time when income is recorded, and (3) 
the method used be clearly shown in the financial statements. 

Where the foreign distributor pays a fixed amount for each 
picture, representing the outright sale of the rights for a terri- 
tory, some companies follow the practice of recording the income 
at the time of delivery of the print to a forwarding agent under 
specific order by the distributor. Under this type of contract an 
advance payment is usually made to be applied against the last 
picture of a series to be delivered under the contract. This amount 
is deferred until delivery of the pictures to which the advance is 
to be applied under the contract. 

Pictures are also distributed by some foreign agents on a per- 

centage basis. In such cases the company has a continuing interest 
in the exhibition of the picture, and accordingly any substantial 
advance payment received should be treated as deferred revenue, 
as in the case of domestic advance payments. It might be assumed 
that where the advance rental represents a minimum guarantee, 
such amount constitutes earned revenue on delivery of the picture. 
However, such treatment assumes a departure from the com- 
pany’s regular method of doing business in the territory. 
’ Consideration should be given to transferring to income the 
remaining balance in the deferred income account representing 
the excess of the original advance over the producer’s share of 
collections at a reasonable time after the related costs have been 
written off. This period should be at least six months on the 
basis that the slow liquidation of these pictures offsets those 
with respect to which the producer’s share of collections are re- 
ceived faster than the average on which the amortization table 
used for writing off costs is based. 


Control of Rentals 


In some companies domestic film rentals are controlled at their 
executive offices by checking detail billings and collections by 
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exhibitors, as shown by reports from exchanges to the original 
contracts. This is done by the use of tabulating equipment, loose 
leaf records posted by machine, or visible card records posted 
manually, depending on conditions and the volume of work in- 
volved. Where tabulating equipment can be used economically it 
offers the advantage of providing automatically, in addition to regu- 
lar reports of billings and collections by pictures and territories, 
statistical reports showing the composite revenue record analyzed 
according to the age of the picture expressed in number of weeks 
from its release. This information is used in the preparation 
of amortization tables. Film rentals are also controlled by having 
internal auditors check the detail records at the exchanges with 
reports rendered to the home office and the billings shown by these 
reports with the print location record. The audit of the latter 
record should be made on a surprise basis. Where the exchanges 
are wholly owned and large enough to permit good internal con- 
trol locally, it is not advisable to duplicate detail records and 
statistics at the main office. 

Ordinarily, contracts covering the distribution of pictures by 
agents on a percentage basis provide for audits of the distributors 
records relating to the pictures by a representative of the producer. 
The box office receipts of exhibitors handling a picture on a 
percentage basis, in most cases, are checked by a representative 
of an independent checking service company. Some major com- 
panies employ their own theatre checkers, transferring them to 
different territories from time to time in order to avoid the pos- 
sibility of collusion. 


Amortization of Completed Productions 


Motion picture companies follow one of three methods of 
amortizing the costs of released productions. Several small com- 
panies provide amortization on a straight line basis over a fixed 
period. Another method is to provide amortization to the full 
extent of rentals received until each picture is fully amortized. 
The major companies follow the practice of amortizing the cost of 
released productions in proportion to the estimated receipt of 
income from the exhibition of the related pictures. 

Records maintained and reports prepared under the latter 
method present a more accurate statement of a company’s opera- 
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tions, in that a relatively high percentage of the receipts from the 
rental of a picture is received during the first three months after 
release. The domestic receipts of some companies during this 
period, run as high as 75 per cent of the total receipts. For this 
reason the third method is considered more acceptable from an 
accounting standpoint. 

The amortization tables used in connection with the third 
method are generally based on the receipt from pictures during 
the prior season. The receipts from all pictures released at least 
a year before are tabulated as to “week after release date” and 
‘are used as a basis for preparing a table for use during the next 
fiscal year. This table represents the average experience of the 
company and may later be found to vary considerably from the 
actual experience of many individual pictures and the actual re- 
ceipts during a limited period of time. 

The amortization table is adjusted periodically when the ex- 
perience of many pictures over a sufficiently long period indicates 
that revision is desirable. Some companies review the receipts 
from individual pictures closely and accelerate the amortization 
of any pictures where collections are at a materially faster rate 
than that shown in the table used in writing off the picture. 


Amortization Tables 

A summary of the cumulative per cent of amortization at 
stated periods after release, as shown by tables being used by 
several major companies, is listed below: 


“ Company A 
Weeks Cumulative Per Cent Amortized 
After 
Release Domestic Foreign 
12 76.4 _— 
24 97.2 8.1 
36 98.4 29.2 
52 100.0 66.2 
80 _ 87.4 
104 — 100.0 
Company B 
Weeks All Domestic 
After Negative Positive 
Release osts Costs 
13 53.0 75.0 
26 75.5 95.0 
39 88.0 100.0 
52 94.5 — 
65 100.0 
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Company C—United States and Canada 


Weeks 
After 
Release Features Westerns Shorts 
13 58.0 30% 32% 
26 88.0 60% 61 
39 96.9 79 78 
52 100.0 91% 891, 
78 —_ 100 100 
Company C—Foreign Features and Westerns 
Months 
After Other 
Release England Foreign* 
3 30 19 
6 72 42 
9 90 59 
12 100 69 
15 81 
18 _ 93 
21 100 
* Write-offs start four months after release date in the United States 
Company D 
Weeks 
After 
Release Features Westerns Serials 
13 42.75 33.75 12.75 
26 69.25 63.50 44.50 
39 86.75 83.25 69.50 
52 97.25 95.50 85.25 
60 100.00 100.00 92.00 
65 — — 95.00 
75 100.00 


Allocation of Costs to Domestic and Foreign Operations 


The general practice of the motion picture industry is to allo- 
cate production costs to three income groups, namely, domestic 
(usually United States and Canada), United Kingdom, and other 
foreign. Several companies, however, are now using composite 
tables covering world-wide operations. An allocation by terri- 
tories requires a careful study of the previous season’s business 
to establish the relative proportion of revenue from each terri- 
tory and also a study of the methods of distribution in these terri- 
tories. Attention is called to the variance in the cumulative per- 
centage of amortization shown in the summaries of amortization 
tables as to territories. For example, in the case of Company A, 
at the end of twenty-four weeks the cumulative domestic amortiza- 
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tion is 97.2 per cent while foreign amortization is only 8.1 per cent. 
An excessive allocation to foreign operations would therefore 
result in an overstatement of domestic profits. The apportion- 
ment of film costs being used by the major companies referred to 
previously is summarized as follows: 


Company A 
Domestic (including Canada) 65% 
Foreign 35% 

Company B—No distinction observed 

Company C 

Features Westerns Shorts Serials 

Domestic 65% 75% 100% _ 
England 25 20 
Other foreign 10 5 
World _ 100% 


Company D—No distinction observed 


Advances to Outside Producers 


Advances to outside producers represent direct advances to 
the producers and expenditures in connection with the picture 
which are recoverable from the producer’s share of receipts. 

Some companies follow the practice of charging profit and loss 
with these advances on the same basis as used on pictures pro- 
duced at the company’s studio. Under this method the full amount 
of the receipts is taken into income until the producer’s share 
equals the amount of the advances recoverable. Under this plan 
any regular distribution expenses (censorship, insurance, duties, 
etc.) recoverable under the contract are charged to profit and loss 
when incurred. 

Other companies follow the practice of crediting the producer’s 
share of receipts to the advance account and writing off any bal- 
ance not recouped when definitely determined to be uncollectible. 
When this practice is followed, all expenditures, including ex- 
pense items, are charged to the advance account. 

The first method is considered preferable where (1) the pic- 
ture is produced at the company’s studio or under the supervision 
of its production executive, (2) the picture constitutes part of the 
company’s planned program for the season, and (3) experience 
indicates that the producer’s share will not exceed the amount of 
the advance to be retained until after the picture is fully amortized. 
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The second method will be more appropriate where the outside 
producer’s picture is not being released as part of the regular 
planned program and the advance is small in relation to the normal 
cost of the production. When these conditions are present the 
company’s amortization tables based on receipts from the regular 
program of the previous season may have little or no relationship 
to the income which may be realized from the distribution of the 
extra picture, as the latter has been given no consideration in ad- 
vance contracts and publicity and, therefore, may receive attention 
only in localities where the requirement for an extra picture arises. 
Also, where the advance is small, it represents a minor item, in- 
cidental to a contract for the distribution of outside product for a 
percentage of the gross receipts, which should be treated as a re- 
ceivable rather than an investment in inventory. 

A memorandum record of advances and expenditures which 
are to be retained from the producer’s share of receipts is usually 
maintained. This record is used in preparing periodical reports 
for the producers and is available for inspection by his representa- 
tive. For the latter reason it is important that reference to sup- 
porting vouchers be shown on the record or be readily available. 
It is also important thai a predetermined control of all charges to 
the outside producers record be maintained by the use of a memo- 
randum column in the voucher record or a separate coding for 
outside producer’s charges where machine accounting is used. 


Advertising Accessories 


Advertising accessories are carried on the books at cost and, 
accordingly, the cost of accessories is charged to profit and loss 
as sold. In addition thereto, a reserve should be provided in full 
for accessories of any picture, the production cost of which has 
been completely amortized. The amortization table may be used as 
a basis for determining the requirement for a reserve prior to the 
time when the picture is fully amortized, but it should not be used 
to write off the cost of advertising accessories where they are sold 
considerably in advance of the rental of the film. Such amortiza- 
tion tables are particularly inadequate where pictures are dis- 
tributed through independent exchanges and a supply of the ac- 
cessories is sold to the exchange in advance. 
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The quantity control of accessories does not present a difficult 
problem. Generally they are stored at and shipped by the printer, 
on prenumbered orders, to the exchanges or agents. Income re- 
ceived on account of accessories delivered should at least be test- 
checked by the company’s internal auditors to the records of the 
printers and the exchanges. 


Contracts 


A review of the accounting problems in connection with the 
distribution of motion picture productions would not be complete 
without some reference to contracts. Every important element 
contributing to cost or revenue of a motion picture company is 
affected by if not controlled by a contract. While many agree- 
ments, as those with artists, outside producers, agents for distribu- 
tion and exhibitors, are standard as to form, the provisions vary 
considerably. For this reason it is important that abstracts of the 
important provisions affecting accounting be prepared and made 
available, in comprehensive form, to all persons in the accounting 
department concerned. Summaries of the abstracts should be pre- 
pared and referred to frequently. They will be found particularly 
helpful in preparing periodical reports for outside producers and 
in checking reports from agents handling distribution. 

While the negotiation of the contract is the direct responsi- 
bility of the executives of the production and sales divisions of 
the company, it is advisable that the agreements be reviewed by 
the chief financial and accounting officers before signing, as to 
the probable effect of the provisions on the financial condition 
and operating results of the company. 

When the accountant is in doubt as to the company’s rights and 
liabilities under any contract, particularly when non-standard 
clauses are added or standard clauses are deleted, he should im- 
mediately obtain a written opinion from the company’s attorney. 
This is essential because it is of primary importance that the ac- 
counting for the distribution of motion picture productions be in 
accordance with the agreements under which they are being dis- 
tributed. 
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STATEMENT OF THE OWNERSHIP, MANAGEMENT, CIRCU- 
LATION, ETC., REQUIRED BY THE ACTS OF CONGRESS 
OF AUGUST 24, 1912, AND MARCH 3, 1933 


Of N. A. C. A, Bulletin, published semi-monthly at New York, N. Y., for Oct. 1, 1940. 
State of New York, County of New York ss. 

Before me, a Notary Public in and for the State and county aforesaid, personally 
appeared R. P. Marple, who having been duly sworn according to law, deposes and 
says that he is the itor of the N. A. C. A. Bulletin and that the following is, to 
the best of his knowledge and belief, a true statement of the ownership, management 
(and if a daily paper, the circulation), etc., of the aforesaid publication for the date 

in the above caption, required by the Act of page 24, 1912, as amended by 
the Act of March 3, 1933, embodied in Section 537, Postal ws and Regulations, 
printed on the reverse of this form, to wit: 

1. That the names and addresses of the publisher, editor, managing editor, and 
business managers are: Publisher, National Association of Cost Accountants, 385 Madison 
Ave., New York, N. Y. Editor, R. P. Marple, 385 Madison Ave., New York, N. Y 
vensgins Samal none. Business Manager, S. C. McLeod, 385 Madison Ave., New 

ork, N. Y. 

2. That the owner is: (If owned by a corporation, its name and address must be 
stated and also immediately thereunder the names and addresses of stockholders owning 
or holding one per cent or more of total amount of stock. If not owned by a corpora- 
tion, the names and addresses of the individual owners must be given. If owned by a 
firm, company, or other unincorporated concern, its name and address, as well as those 
of each individual member, must be ive.) National Association of Cost Accountants, 
385 Madison Ave., New York, N. President, Victor H. Stempf, Touche, Niven & 
Co., 80 Maiden Lane, New York, N. Y. Secretary, S. C. McLeod 385 Madison Ave., 
New York, N. Y. Treasurer, Philip J. Warner, Ronald Press €o., 15 E. 26th St., 
New York, N. Y. 

3. That the known bondholders, mortgagees, and other security holders owning or 
holding 1 per cent or more of total amount of bonds, mortgages, or other securities 
are: (If there are none, so state.) None. 

4. That the two paragraphs next above, giving the names of the owners, stockholders, 
and security holders, if any, contain not only the list of stockholders and security 
holders as they appear upon the books of the company but also, in cases where the 
stockholder or security holder appears upon the books of the company as trustee or 
in any other fiduciary relation, the name of the person or corporation for whom such 
trustee is acting, is given; also that the said two paragraphs contain statements embracin 
affiant’s full knowledge and belief as to the circumstances and conditions under whic 
stockholders and security holders who do not appear upon the books of the company 
as trustees, hold stock and securities in a capacity other than that of a bona fide owner; 
and this afhant has no reason to believe that any other person, association, or corporation 
has any interest direct or indirect in the said stock, bonds, or other securities than 
as so stated by him. 

5. That the average number of copies of each issue of this publication sold or dis- 
tributed through the mails or otherwise, to paid subscribers during the twelve months 
precedii the date shown above is (This information is required from 


daily publications only.) RB. P. MARPLE 
Editor. 


coy A "a subscribed before me this 30th day of September, 1940. 
a 


GEORGE ANTHONY CAMPBELL, 
Notary Public, 
Kings Co. Clerk’s No, 174, Reg. No. 2195, 
New York Co, Clerk’s No. 448, Reg. No. 2-C-295, 
Term Expires March 30, 1942. 


al 
4 
|. 
: 
‘ 
if 
i : 
q 
j 


